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17.1 


Other Benefits from Trade? 

In the Ricardian world, the benefits of trade stem from countries 
specializing in production according to comparative advantage. Comparative 
advantage, in turn, arises because countries are assumed tQ be different. 
Hence, the gains from trade would seem to be larger if very different 
countries traded with one another. 



Yet, as an empirical matter, much of world trade goes on between 
countries that seem to be similar, i.e., between modern developed nations. 
German cars are exported to France; French cars are exported to Germany. The 
U.S. and Canada are major trading partners. How do we account for these 
facts? 


An important explanation, particularly with regard to consumer goods, 
involves product differentiation and brand loyalty. Trade permits a greater 
variety of goods to be sold. 1 There is a benefit from having more choice due 
to world trade. Yet the Ricardian model suggests that these benefits, at 
least in a static sense, are likely to be less important than those derived 
from trade with countries which are very different. 

Trade with countries that are very different is likely to bring in 
products for which obtaining domestic substitutes would be very costly. The 
oil embargo of 1973, which cut the U.S. off from low-cost all producing 
countries (countries which were very different in the Ricardian sense) , 
inflicted great costs on the American economy. Substitutes such as synthetic 


1 Product differentiation stories really involve economies of scale. Otherwise, all of the slightly differentiated products 
could be produced domestically. 
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oil, shale oil,: etc. were extremely costly. 

short, the Ricardian model suggests that the biggest benefits from 
trade come from trade among countries which are very different, even if much 
world trade is not of that variety. 

Commentators on trade often stress economies of scale as a source of 
benefits. Small countries in autarkic situations would produce at low 
volumes that entail high unit costs, according to this view. Note that 
Ricardian assumptions preclude economies of scale; there is a constant labor 
ihput per uftit of wheat or cloth regardless of volume. ISJilas, economies-of- 
scale Stories go beyond the Ricardian model. 

There could be benefits from such economies, however. Suppose the 
wheat industry is characterized by economies of scale. This means that as we 
add additional hours of labor to the wheat industry, the increments of wheat 
obtained are successively larger. Figure 1 shows point "a", a feasible 
national production point of wheat and clotj^. Figure S shows point "a" ift. 
magnification. If we subtract one hour of labor from the cloth industry and 
give it to wheat, we raise wheat production by db, and drop cloth production 
by da. If we subtract a second hour of labor from cloth and give it. to 
wheat, we drop cloth production by an amount equivalent to da, i.e., by ed, 
since cloth has no economies of scale. But we raise wheat production by cb > 
db. Amount cb is greater than db because of economies of scale in wheat; as 
wheat production goes up successive hours of labor in wheat produce at higher 
and higher productivity. 
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You should be able to see, by extension of Figure H%> that the result 
wilt be a production possibilities curve that is bowed in towards the origin, 
as in Figure 3. Suppose there were two countries with identical production 
conditions and labor supplies, and (therefore) identical production 
possibilities curves. Let these curves be represented by curved, continuous 
line gfmh on Figure 3. Before trade, the countries would probably consume 
and produce at a poi hi somewhere between the extremes of "g" and "h" . She: two 
countries might end up consuming and producing at, say, point "f" and point 
"m", respectively. 

With: trade, gains for both countries are possible. One country might 
specialize in wheat (achieving economies of scale) and produce at "g" . SEtee 
other could then specialize in cloth at point "h" . 

lEhe wheat specialist could then trade jg wheat for j'f i cloth, consuming 
at point "i". Note that "x" is Superior to "f" since the country consumes 
more cloth without sacrificing wheat consumption. The cloth-specializing 
country, similarly, could move to point "p" which is superior to old point 
"m" . (More wheat without a cloth sacrifice). It sells nh cloth (which must 
equal the jfi which its partner bought) for nmp wheat (which must equal the; 
•gj wheat its partner sold) . 

In short, adding economies of scale to the model allows even identical 
countries (in terms of productive capacity) to benefit from trade. 
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A final word aboitfe. ithe economies-of-scale example. fEhe two countries 
were assumed to be identical in productive capacity. Hence, we did not 
determine which country became t$Se wheat specialist and which became the 
cloth specialist. It seems on Figure 3 that the country which became the 
wheat specialist got a better deal, since trading line gi dominates ph. 2 

‘There is a lesson to be learned from this indeterminacy. Jpjs may well 
be %1ae case that where economies of scale are a factof , the country which 
somehow "gets there first" also gets an advantage. It becomes the low-cost 
producer, taking advantage of economies of scale and driving the competition 
out of the industry 3 (first-mover advantage) . 


2 If the two countries had been reversed, however, the trading lines would have had different slopes since the 
countries do not have identical tastes. That is, gi and ph would not have been the equilibrium trading lines. 

3 With economies of scale, there would presumably be one firm as producer, i.e., a monopoly. Monopolies would not 
be expected to sell at cost, unlike the perfect competition case, a further complication that our example has not 
considered. See Sec. 101. 



